Tax law allows preferential treatment for certain types of transactions. Investment in qualified small business stock (QSBS) is one area where several provisions exist to encourage this type of investment. This paper examines two provisions that apply to sales of QSBS that result in gains. One provision, I.R.C. §1202, provides for an exclusion of 50 percent of the gain on the sale. The second, I.R.C. §1045, provides for a deferral of gain on the sale of QSBS if the proceeds are reinvested in other QSBS. While valuable tax incentives are associated with the use of either of these provisions, the question arises as to whether or not both of these provisions can be used together with regard to the same sale of qualifying stock, and if so, in what order. The provisions are illustrated separately followed by a discussion and illustration of the provisions in combination.
INTRODUCTION
Congress has long used its broad legislative powers to encourage those social and economic activities it deems desirable. This Congressional involvement has been particularly noticeable with respect to implementing policy decisions designed to encourage investment in and the development of small businesses. The creation of the Small Business Administration (SBA) with its numerous support and loan services is a notable example. Perhaps an even more important indicator of Congressional patronage of small business is provided by several tax provisions contained in the Internal Revenue Code (IRC). For example, the tax law allows for favorable treatment by taxpayers for certain losses on the sale of their small business stock (I.R.C. §1244). The current tax law also contains two highly significant preferential provisions for gains on small business stock held by a taxpayer other than a corporation. The first provision provides for a highly beneficial exclusion of up to 50 percent of the gain on certain sales of small business stock (I.R.C. §1202). The second provision allows an equally desirable reward for undertaking the risk of investing in small businesses by providing for a deferral of all or a portion of the gain on reinvestment (I.R.C. §1045). While these two important provisions have slightly different requirements, the question arises as to whether or not both of these valuable tax incentives can be used together on the same sale of qualifying stock and, if so, in what order.
Each provision will first be addressed separately. Then the issues surrounding the use of a combination of both provisions for the same sale will be addressed.
THE I.R.C. §1202 EXCLUSION
As part of the Revenue Reconciliation Act of 1993, Congress enacted a new tax incentive to stimulate investment in small corporations. This incentive, contained in I.R.C. §1202, can provide a taxpayer with significant rewards for investing in these types of businesses by providing an exclusion for part of the gain from selling or exchanging their investment.
Specifically, the section provides an exclusion of up to 50 percent of the gain from the sale or exchange of qualified small business stock (QSBS) held more than five years (I.R.C. §1202(a)).
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The portion not excluded is taxed at 28 percent (I.R.C. §1(h)(5) and (8)). The net effect of this provision is to limit the maximum tax, excluding alternative minimum tax effects, to 14 percent (28 percent capital gain rate x 50 percent) on the I.R.C. §1202 gain. For a high bracket taxpayer, this is a significant savings over the 38.6 percent rate that might be applied to other common sources of income. However, certain requirements, which are discussed in the following paragraphs, must be met.
Qualified Small Business Stock
The stock must be QSBS which is defined as stock in a C corporation that is originally issued after the Revenue Reconciliation Act of 1993 (I.R.C. §1202(c)(1)). Furthermore, the corporation must have been a qualified small business at the date of issue. A qualified small business is defined as a domestic C corporation whose aggregate gross assets did not exceed $50,000,000 at any time between the Revenue Reconciliation Act of 1993 and before the issuance of the stock, whose aggregate gross assets immediately after issuance did not exceed that amount, and which agreed to a reporting requirement imposed by the Secretary (I.R.C. §1202(d)(1)). Additionally, the stock must have been acquired at its original issue for money, other property (not stock), or as compensation for services provided to the corporation.
One exception to the preceding stock acquisition rules provides that in some cases the stock may be acquired by converting stock in a corporation for other stock in the same corporation that was originally QSBS in the hands of the taxpayer (I.R.C. §1202(f)). Additional exceptions include stock transfers by gift, inheritance or, in some cases, from a partnership in which the shareholder is a partner (I.R.C. §1202(h)(2)).
In order for stock to qualify as QSBS, the issuing corporation must also meet an active business requirement during substantially all of the taxpayer's holding period for the stock (I.R.C. §1202(c)(1)(A)). The active business requirement is met if at least 80 percent of the value of the corporation's assets are used in the active conduct of one or more qualified trades or businesses (I.R.C. §1202(e)(1)(A)). Under certain conditions, corporations involved in start-up activities or research and experimentation activities may meet this requirement even if those activities are not generating any gross income at the time of determination (I.R.C. §1202(e)(2)).
Additionally, certain types of corporations are specifically excluded from QSBS status (I.R.C. §1202(3)(4)).
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The term "qualified trade or business" is defined by specifying what types of trades or businesses do not qualify (I.R.C. §1202(e)(3)); i.e., any trade or business other than those specifically excluded qualify. Among those specifically excluded are banking, insurance, financing, leasing or investing, farming, hotels, motels, restaurants, and other businesses involving the performance of certain types personal services (I.R.C. §1202(e)(3)).
Alternative Minimum Tax
The exclusion will generate an alternative minimum tax preference that may also affect the tax liability on these gains. The preference amount is 42 percent of the excluded gain 3 (I.R.C. §57(a)(7)), which will be added to taxable income to arrive at alternative minimum taxable income (AMTI). 4 Alternative minimum tax is the amount by which the tentative minimum tax exceeds the regular tax liability. (I.R.C. §55(a)) The tentative minimum tax is AMTI multiplied by the applicable rate. The rate is 26 percent for the first $175,000 of AMTI, and 28 percent of any excess over $175,000. (I.R.C. §55(b)(1)(A)) The law also provides for a maximum rate on capital gains that are not eligible for the I.R.C. §1202 exclusion of 20%. (I.R.C. §55(b)(3))
The exact effect of the alternative minimum tax preference on the tax liability is impossible to predict with certainty. The effect of the tax preference depends on each taxpayer's individual situation. For purposes of the examples contained in this paper, we have calculated the maximum possible alternative minimum tax effect by assuming that the gain on qualified small business stock is taxed at the maximum possible rates and that there are no other tax preferences, adjustments, exclusions, or lower brackets available.
Gain Exclusion
Under I.R.C. §1202, as previously noted, 50 percent of a taxpayer's QSBS gain maybe excluded. This exclusion is limited to the greater of $10 million or ten times the adjusted basis of the stock and is a per-issuer, not a per-transaction, limitation. If disposal of one's stock in a particular QSBS corporation occurs in more than one transaction, the limit for a particular sales transaction will be $10 million (or the basis maximum) less the amount of gain previously excluded on sales of that corporation's stock. Further, for purposes of the I.R.C. §1202 exclusion, if the stock was acquired by transferring appreciated property to the corporation, the basis for calculating the gain is the fair market value (FMV) of the property at the date of transfer (the appreciated property rule) (I.R.C. §1202(i)(1)). The non-excluded gain is taxed at a maximum capital gains rate not to exceed 28 percent on the dollar amount of the gain equal to the excluded portion (I.R.C. §1(h)(5) and (8) Smith has offered to pay $22,000,000 to purchase all of the Joneses' shares in Computers, Inc.
Solution
The Joneses will realize a gain of $19,215,000 ($22,000,000 sales price less $2,785,000 adjusted basis). By utilizing the exclusion provided under I.R.C. §1202, they can exclude 50 percent of the gain, or $9,607,500, which is below both potential maximum limitations (the greater of $10,000,000 or $27,850,000 -ten times the adjusted basis of the stock of $2,785,000). 6 The tax rate on the non-excluded gain of $9,607,500 is 28 percent. Since the maximum exclusion provision did not apply, none of the gain is subject to the 20 percent rate. In summary, the Joneses will realize the following tax (excluding AMT considerations) on the gain: $9,607,500 x 28 percent = $2,690,100
Effective Rate: 14 percent ($2,690,100/$19,215,000)
The AMT preference associated with the I.R.C. §1202 exclusion is $4,035,150 ($9,607,500 excluded gain x 42%). This preference could increase the tax liability by as much 
Data set
To illustrate the appreciated property rule, assume the same facts as in Example 1 except that the property initially contributed to form Computers, Inc. had a FMV of $9,000,000 and a basis of $2,785,000.
Solution
Ralph and Suzie will still have a realized gain of $19,215,000 ($22,000,000 sales price less $2,785,000 adjusted basis) and can utilize the exclusion provided by I.R.C. §1202. However, they must recalculate their gain for I.R.C. §1202 purposes to determine the amount of the exclusion. Specifically, the basis in the stock for I.R.C. §1202 purposes only is $9,000,000 (the FMV of the property transferred in exchange for the stock). Thus, the gain allowable for the I.R.C. §1202 exclusion is $13,000,000 ($22,000,000 sales price less $9,000,000 basis for I.R.C. §1202).
The exclusion from income is therefore $6,500,000 ($13,000,000 gain x 50 percent exclusion). The remainder of the realized gain of $12,715,000 ($19,215,000 gain realized less $6,500,000 excluded) is taxed as a capital gain. The rate for $6,500,000 of the gain is 28 percent and the rate for the remaining $6,215,000 is 20 percent. Total tax on the gain is as follows:
$6,500,000 x 28 percent = $1,820,000 $6,215,000 x 20 percent = 1,243,000
Total tax without AMT $3,063,000
Effective Rate: 15.9 percent ($3,063,000/$19,215,000)
The AMT tax preference for this example would be $2,730,000 ($6,500,000 excluded gain x 42 percent). The alternative minimum tax could increase the tax liability by $764,400
($2,730,000 x 28 percent) to a potential total tax liability of $3,827,400 ($3,063,000 + $764,400). Thus, the effective rate could be as high as 19.9% ($3,827,400/$19,215,000).
However, the potential overall minimum tax savings to the taxpayer, including the AMT, as a result of the provisions of I.R.C. §1202, including the appreciated property effect, is $15,600 Under I.R.C. §1045, the stock being sold must have been held for more than six months prior to the sale (I.R.C. §1045(a)) as compared to five years under I.R.C. §1202. The holding period for the stock exchanged is to be determined without any period carried over from a previous asset of the stockholder (I.R.C. §1045(b)(4)(A)). In addition, the active business requirement of I.R.C. §1202(c)(2) must only be met for the first six months, rather than "substantially all" of the five year period required under that section (I.R.C. §1045(b)(4)(B)).
I.R.C. §1202 is a gain exclusion provision while I.R.C. §1045 is involves the deferral of the gain to subsequent periods. The deferral provision of I.R.C. §1045 provides that any gain not recognized due to a reinvestment in other qualified stock must reduce the basis in the replacement stock purchased (I.R.C. §1045(b)(3)).
Another of the provisions of I.R.C. §1202 that are applicable to I.R.C. §1045 by reference is the provision limiting the eligible gain if the stock was acquired with appreciated property (I.R.C. §1045(b)(5) and I.R.C. §1202(i)(1)). Specifically, if the stock sold was acquired by transferring appreciated property in a non-taxable transaction, the "pre-existing" gain is not eligible for exclusion under I.R.C. §1202 or for deferral treatment on a sale and reinvestment under I.R.C. §1045. Furthermore, I.R.C. §1045 specifies that the amount of gain deferred is limited if the amount reinvested in other small business stock is less than the amount realized from the sale. The maximum amount of gain to be realized is the difference between the amount realized on the sale and the amount reinvested in other QSBS (I.R.C. §1045(a)). 7 Essentially, the maximum amount of the gain that can be deferred is the amount reinvested in other qualifying stock.
The gain deferral in I.R.C. §1045 does not trigger an AMT preference or adjustment item.
Furthermore, the exact tax liability is difficult to predict without knowledge of when in the future the gain will be recognized, what the tax law and rates will be at that time, and what other items the taxpayer may have in their return at that time. If the taxpayer dies before recognizing the gain, it may never be recognized. Even if the tax amount is the same as it would be currently, the value of deferring the liability cannot be anticipated without complete information. For illustration purposes, we have calculated only the current tax effects of the transactions.
Taxpayers should consider the future effects of these deferrals when contemplating the use of the I.R.C. §1045 deferral. 
Ralph and Suzie will still have a realized gain on the sale of Computers, Inc. stock of $19,215,000 ($22,000,000 sales price less $2,785,000 adjusted basis). The maximum amount they can potentially defer is $13,000,000 ($22,000,000 sales price less $9,000,000 FMV of property transferred to acquire Computers, Inc. stock). They will not be able to defer all of this gain on the sale because the $10,000,000 investment in Special Occasions is less than the proceeds from the sale of Computers, Inc. The maximum amount of gain that could be recognized is $12,000,000 ($22,000,000 sales price less $10,000,000 amount reinvested in Special Occasions). Conversely, the maximum amount of gain deferral is $10,000,000, the amount reinvested in another qualified small business stock. Ralph and Suzie will recognize long-term capital gain of $9,215,000 ($19,215,000 gain realized less $10,000,000 gain deferred).
This gain will be taxed at a rate of 20 percent. Total tax on the gain is as follows:
$9,215,000 x 20 percent = $1,843,000
Current Effective Rate: 9.6 percent ($1,843,000/$19,215,000) This transaction will have no effect on the Jones' AMT liability. Therefore, the potential current tax savings to the Jones by utilizing the provisions of I.R.C. §1045 is $2,000,000 $19,215 ,000 x 20) percent -$1,843,000).
THE COMBINATION
As previously noted, the requirements for qualifying under the provisions of either I.R.C. §1202 or I.R.C. §1045 are very similar. The major difference is the holding period required. The deferral provision (I.R.C. §1045) requires the stock be held at least six months while the exclusion provision (I.R.C. §1202) requires it be held at least five years. This would mean that any sale that qualifies for the exclusion might also qualify for the deferral. Careful reading of both sections, in particular the later provision, I.R.C. §1045, shows that no prohibition currently exists on using both of the provisions in combination.
A review of the Committee Reports related to Savings and Investment Tax IncentivesCapital Gains from the Taxpayer Relief Act of 1997 also supports this view. The Conference Report first discusses the I.R.C. §1202 exclusion then in effect. The House bill refers to the rate of tax applied to the portion of the gain not excluded and provides that a rate of 14 percent will apply. The Conference Agreement (1997a) then provides the following:
The conference agreement follows the provisions in the House bill. The conference agreement reduces the minimum tax preference from one-half of the excluded gain to 42 percent of such gain.
In addition, the conference agreement allows an individual to roll over tax-free gain from the sale or exchange of qualified small business stock held more than 6 months where the taxpayer uses the proceeds to purchase other qualified small business stock within 60 days of the sale. For purposes of the rollover provision, the replacement stock must meet the active business requirement for the 6-month period following the purchase. Generally, the holding period of the stock purchased will include the holding period of the stock sold, except for purposes of determining whether the 6-month holding period is met. The provision applies to sales after the date of enactment of this Act.
No language, either specific or general, indicates that Congress intended the provisions to be mutually exclusive. One problem that arises is the coordination of the two provisions. Which is applied first? Is up to 50 percent of the gain excluded, and then the deferral applied to the remaining gain, or, is the gain deferred first, and then 50 percent of the remaining gain excluded?
The Internal Revenue Service (IRS) has provided minimal guidance in Publication 544: This section discusses two provisions of the law that may apply to gain from the sale or trade of qualified small business stock. You may qualify for a tax-free rollover of all or part of the gain. You may be able to exclude part of the gain from your income.
Sales or Other Dispositions of Assets and Publication 550: Investment Income and Expenses (Including Capital Gains and Losses
While neither of these provisions specifically excludes the use of both provisions, Publication 550 indicates that the two provisions may apply to the same gain.
The only other guidance regarding these provisions is contained in Revenue Procedure 98-48 (1998-2 CB 367) in which the procedures for electing the I.R.C. §1045 deferral are detailed. Unfortunately this Revenue Procedure does not address the issue of applying both provisions to the same sale. Upon contacting the principal author of Revenue Procedure 98-48 regarding the combination of the two provisions relative to a single sale, he indicated that no field agent had requested a review, that no private letter rulings had been requested, and that, as such, the IRS had no official position on the matter. 9 During the discussion, he indicated that he was unaware of any prohibition of using both provisions for the same sale or of any guidance relative to the order in which the provisions could be applied. He did indicate that, due to the large dollar amounts involved and the potential tax savings that could be obtained, the area could come under consideration by the IRS if warranted by taxpayer use of the combined provisions.
The preference for the order of applying the two provisions may depend upon individual taxpayer circumstances. In general, the application of the provision of I.R.C. §1202 to exclude may be more beneficial to most taxpayers if the application of the AMT provisions do not reduce the tax benefit of the exclusion significantly. However, if the taxpayer is in a position where the impact of the AMT is significant, application of the I.R.C. §1045 deferral first followed by an exclusion of the remaining gain may be more beneficial. Accordingly, Examples 4 and 5 will apply I.R.C. §1045 first, then the provisions of I.R.C. §1202. Examples 6 and 7 will reverse the order of application.
Example 4: I.R.C. §1045 Deferral with I.R.C. §1202 Exclusion -No Appreciated Property
To illustrate the combination of the provisions, the same facts as in Example 3 are assumed except that stock being sold has been held for at least five years and the property initially contributed has both a basis and FMV of $2,785,000. In review, the Joneses have a realized gain on the sale of their Computers, Inc. stock of $19,215,000. They will reinvest $10,000,000 of the proceeds in stock of Special Occasions, a stock that qualifies as qualified small business stock. Applying the deferral first, the Joneses will defer $10,000,000 of the gain and have a zero basis in their Special Occasions stock. The remaining gain of $9,215,000 is now eligible for the I.R.C. §1202 exclusion. Under that provision, $4,607,500 ($9,215,000 x 50 percent) will be excluded and the remaining gain of the same amount will be taxed at the rate of 28 percent. Total tax on the gain is as follows: 
C. §1202 Exclusion -Appreciated Property Rule
To illustrate the combination with the appreciated property rule, assume the same facts as in Example 3 except that the stock has been held for at least five years. The appreciated property rule applies to both provisions and redefines the amount of the gain eligible. The realized gain on the sale is still $19,215,000, but must be recalculated for purposes of both the I.R.C. §1202
exclusion and the I.R.C. §1045 deferral. The realized gain for these purposes is $13,000,000
($22,000,000 sales price less $9,000,000, the FMV of the property contributed to acquire the stock). First applying the deferral provision, would defer $10,000,000 of the gain, resulting in a basis of zero in the Special Occasions stock. The remaining $3,000,000 gain is eligible for the 50 percent exclusion; thus, $1,500,000 is taxable at 28 percent. Tax on the gain is computed as follows:
$6,215,000 x 20 percent $1,243,000 $1,500,000 x 28 percent 420,000
Total Tax $1,663,000
Current Effective Rate 8.7 percent ($1,663,000/$19,215,000)
The AMT preference in this example is $630,000 ($1,500,000 x 42%). The maximum AMT effect of this preference is $176,400 ($630,000 x 28%) for a maximum total current tax liability of $1,839,400 ($1,663,000 + $176,400). The current tax rate could be as high as 9.6%
($1,839,400/$19,215,000). Again, by employing the provisions of I.R.C. §1045 followed by those of I.R.C. §1202, the Joneses have a potential minimum tax savings of $2,003,600 (($19215 ,000 x 20 percent) -$1,839,400). Combining both provisions reduces the effective tax rate on the gain. Is there a potential for more savings? In some cases, applying the exclusion first and then the deferral may yield more favorable tax consequences. This is illustrated in the following examples.
Example 6: I.R.C. §1202 Exclusion with I.R.C. §1045 Deferral -No Appreciated Property
Assume the same facts as in Example 4. Of the realized gain of $19,215,000, first 50 percent of the gain, or $9,607,500, will be excluded. The remaining gain can be deferred by the purchase of the Special Occasions stock for $10,000,000, resulting in that stock having a basis of $392,500 ($10,000,000 purchase price less $9,607,500 gain deferred). There will be no current regular tax on the gain.
The AMT preference may significantly reduce the benefit available from this approach, however. The I.R.C. §1202 exclusion of $9,607,500 will trigger an AMT preference of $4,035,150 ($9,607,500 x 42 percent). The maximum tax liability on this preference is $1,129,842 ($4,035,150 x 28%) for a current effective rate of 5.6% ($1,129,842/$19,215,000) .
Through the combination of the provisions of I.R.C. §1202 followed by those of I.R.C §1045, the taxpayer has a potential minimum tax savings of $2, 713,158 (($19,215 ,000 x 20 percent) -$1,129,842).
Example 7: I.R.C. §1202 Exclusion with I.R.C. §1045 Deferral -Appreciated Property Rule
To illustrate this combination with the appreciated property rule, assume the same facts as in Example 5. As noted, the recalculation of the gain subject to both provisions results in a gain subject to the exclusion and deferral of $13,000,000 of which $6,500,000 (50 percent x $13,000,000) can be excluded and the remaining $6,500,000 deferred through reinvestment. The basis of the Special Occasions stock will be $3,500,000 ($10,000,000 purchase price less the $6,500,000 gain deferred). The only portion of the sale that will be currently taxable is the amount that exceeds the maximum gain eligible for these two provisions, or $6,215,000
($19,215,000 realized gain less $13,000,000 gain eligible for exclusion and deferral provisions).
The tax on the gain is as follows:
$6,215,000 x 20 percent $1,243,000
Effective Rate 6.5 percent ($1,243,000/$19,215,000)
The AMT preference in this case is $2,730,000 ($6,500,000 x 42%) with a maximum tax effect of $764,400 ($2,730,000 x 28%). Thus, the total current tax could be $2,007,400
($1,243,000 + $764,400) resulting in a current effective tax rate as high as 10.4%
($2,007,400/$19,215,000). Therefore, utilizing the provisions of I.R.C. §1202 followed by those of I.R.C. §1045, results in the taxpayer having a potential minimum tax savings of $1,835,600 (($19,215 ,000 x 20 percent) -$2,007,400).
To highlight the key points of the examples, summary tables are provided. Table 1 provides summaries of the tax liabilities and effective tax rates with and without the impact of the AMT and the effect of the appreciated property rule. Table 2 presents the potential tax savings for the examples.
[Insert Tables 1 and 2 Assessment of the policy impact of these provisions is further hindered by the manner in which the IRS releases information. Such data does not generally include information about these specified provisions, but rather reports information relative to capital gains as a whole.
The authors were able to obtain limited general information regarding the use of these provisions for the year 1999 from a Treasury Department (T.D.) economist who is currently conducting a special study in this area. As his study is limited to 1999 only, information regarding the use of the two provisions in subsequent years will not be available. He did, however, note, that the amounts reported in 1999 were likely higher than those that occurred in later years as a result of the recent sluggish economy. (The authors agree with this assessment.)
The T.D. economist reported that, in 1999, 6,000 to 7,000 taxpayers reported I.R.C. §1202 gross gains totaling over $1 billion with some of the excluded gains reaching the $10 million cap. He also noted that approximately 70,000 returns reported 28 percent rate gains from partnerships and that these gains were, in general, large amounts. However, he has been unable to determine if these were collectible gains or I.R.C. §1202 gains, but believes that the majority were likely I.R.C. §1202 gains. Furthermore, he indicated that approximately 150,000 people reported I.R.C. §1202 gains from mutual funds. While no information was available regarding the number of I.R.C. §1202 gain reporters who also encounter AMT problems relating to the preferences, in general 25 percent of the 1999 tax return filers paid AMT.
With respect to taxpayer use of I.R.C. §1045, the T.D. economist stated that his data indicated several billion dollars in rollover gains. Furthermore, while some taxpayers did not report the dollar amount of the gain, the information indicated that a gain was rolled over.
Occurrence of some combinations of I.R.C. §1045 with the exclusion were evident, but no solid numbers were available on either the number of taxpayers or the dollar amounts involved. He did not indicate the order in which the combiners had applied the provisions, but rather seemed to assume that the deferral was applied first, followed by the exclusion. He had not considered the application of the I.R.C. §1202 exclusion before the I.R.C. §1045 deferral, but seemed to think that such an occurrence might be a possibility. The authors believe that this information indicates that the taxpayers who combined the provisions on a sale in 1999 were not explicit about the exact procedure followed in combining the provisions.
As can be seen in Table 1 , the alternative minimum tax effects can reduce the benefit of I.R.C. §1202 significantly, in some cases almost to the normal 20% capital gains rate. Congress has attempted to address this issue by twice lowering the percentage of the excluded gain that is an AMT preference. The original preference was 50% of the excluded gain. In 1997, along with adding the I.R.C. §1045 deferral, Congress reduced the AMT preference for the I.R.C. §1202
exclusion to 42% of the excluded gain. This percentage was again decreased (for sales of stock whose holding period begins after December 31, 2000) by the IRS Restructuring and Reform Act of 1998 to 28%.
Both of these sections were enacted during boom economies. Had these robust environments continued, an intermediary market might have developed to match investors with qualifying small businesses. In a phone interview, a shareholder in an international accounting firm stated that, given the current market downturn, most investors who are in a position to do so are holding on to these types of investments rather than sell at the current market prices. He also noted that, in his experience, the sale, not the reinvestment, drives the deal, particularly as the 60-day window to reinvest severely limits the reinvestment opportunities for these investors.
Furthermore, he indicated that investors will sell if they can get good money without regard to the tax effect or to whether or not they can find another investment in the required time.
Another limiting factor to investors regarding these provisions involves the active business requirement which must be met for the entire holding period of the stock. As the T.D.
economist noted, "if you hold the stock for 20 years and in year 19 the corporation doesn't meet the active business requirement, you lose both the §1202 exclusion and the §1045 deferral treatment." This risk factor may reduce these provisions' ability to spur the investment in small business that Congress intended. Furthermore, most taxpayers are unconcerned as to whether the corporation meets the active business requirement for each year until they are preparing to sell the stock. At that point, the taxpayer may find it difficult to acquire the information necessary for determining whether he or she qualifies for these provisions.
Similarly, a practical issue arises for the IRS relative to the monitoring of the use of these two provisions. If a taxpayer takes advantage of these provisions, the IRS is likely to consider it only during the course of an audit. If the issue comes up during an audit, the IRS must be concerned with the verification of the corporation's size (aggregate gross asset requirement) from August 10, 1993 (the date of enactment of the I.R.C. §1202 provision) to the date of the stock's issue. In addition, the field agent would need to verify that the corporation has met the active requirement for the prescribed period. Such information would likely only be available from the corporation itself, thus including another taxpayer into an audit.
Congress apparently considered these difficulties and in 1993 provided for a reporting requirement by companies whose stock qualifies as QSBS. Specifically, the corporation must agree to report information to the Secretary and to the shareholders as required by the Secretary.
However, to date, the IRS has not required any reporting on this issue. Should the Secretary choose to do so, this reporting requirement could provide the Secretary and, perhaps more likely the shareholder, with information necessary to support the use of these provisions during an audit. Such a reporting requirement would also be very beneficial to shareholders as this additional information would enable them to more accurately anticipate the consequences of stock sales.
Implementation of the reporting requirement may also spur the development of an intermediary market in which qualified small businesses and investors are matched. If corporations are required to report information to establish themselves as a qualified small business, investment bankers or brokers may be able to compile a reasonably accurate "list" of investment opportunities for taxpayers interested in reinvesting the proceeds from a sale of QSBS. This would help to alleviate the constraints caused by the short 60-day window for reinvestment in I.R.C. §1045.
CONCLUSION
Current tax policy provides for significant tax savings with regard to taxpayers who choose to invest in qualified small business stock. While I.R.C. §1202 and I.R.C. §1045 provide rules for gain exclusion and gain rollover, respectively, little guidance on combining the provisions is available. Furthermore, what guidance is available is either unclear or ignores the combination issue.
However, by not specifically excluding the use of both provisions together, the law does allow the combination. As can be seen in Table 2 , the potential for highly significant taxpayer savings can result from prudent tax planning that allows the utilization of both provisions. This is dramatically illustrated by comparing the scenario in which the tax liability is $2,690,100 when only the I.R.C. §1202 exclusion is utilized with the scenario reporting the zero current tax liability resulting when the provisions of I.R.C. §1202 are applied in conjunction with those of I.R.C. §1045.
The highly beneficial results of combining these provisions may be limited or removed in the future as the potential for these extraordinary tax savings come under the scrutiny of the IRS.
However, until the law is changed or more guidance is provided, taxpayers and practitioners should consider using this aggressive tax strategy. 
